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AMERICAN BANKS IN TIMES OF CRISIS UNDER 
THE NATIONAL BANKING SYSTEM' 

BY E. W. KEMMERER 
Professor of Political Economy and Finance, Cornell University. 

YOUR committee invited me a few weeks ago to prepare a 
paper reviewing Professor O. M. W. Sprague's His- 
tory of Crises under the National Banking System," 
and offering specifically my own constructive suggestions as to 
how the banking system should be modified to enable it to func- 
tion properly in times of crisis. This is obviously a rather 
large undertaking, and I can only hope to consider briefly a 
few of the more important points. 

Professor Sprague's monograph is a careful and critical study 
of the workings of the national banking system during periods 
of financial storm and stress. It studies in detail the crises of 
1873, 1893, and 1907, and gives a brief consideration to the 
panic of May, 1884 and the financial stringency of 1890. The 
conclusions of the book are largely based upon the banking 
figures of the comptrollers' reports and of the weekly bank 
statement, and upon the published money market rates appear- 
ing in the financial press. Professor Sprague has used the best 
historical and economic material available on his subject ; in 
saying this, however, it should be borne in mind that much of 
the most valuable material for the interpretation of events so 
recent is not yet available, and in the nature of the case cannot 
be during the lifetime of the principal participators. A bank 
is frequently described as a manufacturer of credit. The 
corner stone of credit is confidence — confidence of men in men. 
A panic is a collapse of credit. It is an intensely human affair, 

' A paper presented at the meeting of the Academy of Political Science, November 
II, 1910. 

'Sprague, History of Crises under the National Banting System. Washington, 
Government Printing Office, 19TO. Publications of the National Monetary Commis- 
sion. (Senate doc. no. 538, 6lst Cong., 2d sess.) 

1 5 * '33 



234 



THE REFORM OF THE CURRENCY 



and many of the determining influences are of a personal and 
confidential character, and very inadequately reflected in the 
cold figures of the bank statement. 

Let us first consider the chief points in Professor Sprague's 
treatment of the three crises, /. e., those of 1873, 1893 and 1907, 
to which he devotes the major part of his book. Time will not 
permit an outline of the history of these crises, and I am doubt- 
less safe in assuming on the part of an audience of this kind fa- 
miliarity with their principal features. 

CRISIS OF 1873 

The crisis of 1873 marked the culmination of a long period 
of speculative mania and of low business and political morality, 
such as is liable to be the aftermath of a protracted and de- 
structive war. For over a year there had been frequent fore- 
bodings of a financial panic. On the i8th of September, 1873, 
when the crop-moving demand for money was at its height, the 
banking house of Jay Cooke & Co. closed its doors, and with 
this act the beginning of the crisis of 1873 may best be marked. 
This crisis lasted about forty days and the events were of the 
character with which we are all too familiar. 

Were the national banks of the country reasonably well pre- 
pared to meet the strain of this crisis ? In answer to this ques- 
tion Professor Sprague shows ' that during the four years im- 
mediately preceding there had been an expansion of loans 
amounting to 35 per cent, an increase of deposits amounting to 
28 per cent, an increase in circulation of 16 per cent, and an 
increase in reserves of 5 per cent. This increase in reserves, 
moreover, being due entirely to greater holdings of gold, was 
largely ineffective because gold was not in general circulation at 
the time, and it stood at such a premium in terms of green- 
backs that it was more of the nature of an investment than of a 
money reserve. In the case of each group of banks, i. e., the 
country banks, reserve city banks and New York banks — New 
York was the only central reserve city at the time — there was a 
slight decline in the percentage of reserves to demand liabilities. 

' pp. 9-13- 
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Deducting specie holdings from deposits,, and taking the ratio 
of legal-tender notes to remaining deposit liabilities, Professor 
Sprague finds a serious change for the worse on the part of 
New York national banks, the percentage of reserve having 
declined from 31.6 for June 1871 to 25.2 for June 1873. The 
most menacing part of the situation, however, he finds' in the 
facts that the banks of the country had very largely increased 
their deposits of reserve money with New York city banks, and 
that seven of the New York banks by persisting in the practice 
of paying interest on bankers' deposits, against the will of the 
great majority of the associated banks, had secured (Oct. 3, 
1872) 'j6 per cent of the net bankers' deposits {i. e. $45,000,- 
000 out of $58,900,000)". These 7 of the 50 clearing-house 
banks had only 20 per cent of the total capital and surplus, and 
1 8 per cent of the total deposits ; their bankers' deposits, how- 
ever, were $11,000,000 greater than their individual deposits, 
and their reserves were six-tenths of one per cent below the 
legal requirement ; while the reserves of the other 43 banks, with 
individual deposits amounting to over eleven times their bankers' 
deposits, were eight-tenths of one per cent above. These seven 
banks were all known as Wall Street institutions and their loans 
were largely in connection with stock exchange dealings.^ 
When the shock of the panic came these banks, which held as 
deposits a large percentage of the banking reserves of the 
country, and which, therefore, "were chiefly responsible for 
the maintenance " of the country's credit machinery ,< quickly 
found themselves unable to meet the demands of outside 
bankers, and where forced " to resort for aid to their more con- 
servative neighbors". On September 20th excitement on the 
stock exchange became intense and prices declined so rapidly 
that the governing committee closed the exchange, and it re- 
mained closed ten days. " Two trust companies, after with- 
standing runs for a short time, were obliged to close their 
doors," and one national bank failed. " The banks were re- 
ceiving urgent demands for funds by telegraph from their bank- 
ing correspondents in all parts of the country " ? 

• Sprague, pp. 13-17. ^ Jb., p. 17. '/*., p. 24. 

*/*., p. 35. 5/*., pp. 43, 44. 
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The New York clearing-house association met the situation 
by vigorous measures. On September 20th it authorized the 
issue of clearing-house loan certificates and provided further 
" that .... the legal tender belonging to the associated banks 
shall be considered and treated as a common fund, held for 
mutual aid and protection, and the committee appointed shall 
have power to equalize the same by assessment or otherwise, at 
their discretion."' Immediately after this action the situation 
began to clear up,' and it appeared that the worst stage of the 
panic had been passed. " Had all the New York banks been 
purely local institutions," says Professor Sprague, " with no 
responsibilities to the rest of the country, there can be little 
doubt that they would have been able to weather the storm 
without further difficulty. But the most considerable with- 
drawals of currency which they had to meet came from out-of- 
town banks, and demands from that quarter showed no signs of 
diminishing, but rather increased day by day."3 For several 
days the New York banks appear to have met their obligations 
to interior banks in the way of shipping currency,* and " all re- 
ports agree that the banks resumed lending operations upon 
the issue of clearing-house loan certificates." s The initial re- 
serves, however, were too small for the volatile character of 
bankers' deposits in time of panic, call loans could not be ap- 
preciably reduced,* and the banks soon found themselves " at 
the end of their resources." On September 24th a resolution 
was adopted providing for suspension — a resolution which Pro- 
fessor Sprague ' believes was amply justified under the circum- 
stances. A currency premium running sometimes as high as 
4 per cent existed for nearly a month.* Foreign exchange was 
disturbed, but the disturbance was of short duration, the 
domestic exchanges were temporarily deranged in many parts 
of the country, and were for a time completely blocked in 
Chicago. Numerous pay-roll difficulties were reported in many 
parts of the country.' 

' Chronicle, Sept. 27, 1873, P- 4"- 'Sprague, p. 50. 

»/,*., p. 51. «/J., pp. 52 and S3. » «., p. 53. '/A, p. 45. 

' /*. , p. 54. « /*. , p. 5 7. » 16. , pp . 7 1-74, 75. 
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Despite the lack of preparation with which the New York 
banks approached the crisis, and particularly the seven banks 
holding the lion's share of bankers' deposits, Professor Sprague 
believes that, " in comparison with the banks in the reserve 
cities, the New York banks responded remarkably well to the 
demands made upon them."' 

The author's conclusions with reference to the functioning of 
national banks in the crisis of 1873 seem to be substantiated by 
the evidence, and while the writer is inclined to disagree with 
him on a few minor points, he can see no reason to doubt the 
essential soundness of his principal contentions. 

CRISIS OF 1893 

The next important crisis was that of 1893, which is gen- 
erally considered to have been due primarily to the loss of con- 
fidence and fear of a depreciated currency caused by the infla- 
tion measures of the period, such as the excess of federal 
expenditures over receipts, the increase in the bank note circu- 
lation, and especially the monthly issues of treasury notes for 
the purchase of silver under the Sherman act. The long period 
of depression following the crisis is commonly attributed largely 
to the agitation for free coinage of silver. Professor Sprague 
believes that the influence of currency inflation in starting the 
panic has been greatly exaggerated, and finds other causes' 
largely responsible for the outbreak, and especially for the de- 
pression which followed; causes such as " unremunerative 
prices for agricultural staples, and the heavy load of farm- 
mortgage indebtedness ; also railway receiverships, which were 
due to the oversanguine estimates of the future and reckless 
financing of the wildest sort." While I believe that the cur- 
rency inflation of the period (actual and prospective) directly 
and indirectly had a greater influence in causing the crisis of 
1 893 than Professor Sprague's discussion implies, and find his 
arguments upon this point inconclusive, this is not the place to 
attempt to weigh the relative importance of various causes of 
the crisis. Suffice it to say that a crisis which had been threat- 

' Sprague, p. 89. »/i., p. 154. 
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ening since 1890, and which had been stayed by the fortunate 
crop situation in 1891, broke out in the summer of 1893, con- 
tinued until the fore part of September, and was then followed 
by a long period of depression ending the latter part of 1 896. 

During the eight months ending with May, 1893, there had 
been a slight loan contraction on the part of the banks of New 
England and the middle states, and a substantial expansion on 
the part of those in north central and western states ; in the 
southern states loans were stationary.' For all national banks 
the proportion of cash reserves to deposit liabilities was 16.6 
per cent in May, 1891, 18.4 per cent in May, 1892, and 16.9 
per cent in May, 1893." For the last date Professor Sprague 
concludes that the " statistical position of the banks was .... 
reasonably satisfactory," but that the banks were carrying a 
large amount of doubtful loans made in part before the panic 
of 1890 and in part recently, "serving to bolster up weak 
enterprises and to make an already unhealthy situation more 
unsound." ^ The New York City banks upon which fell the 
enormous responsibility of handling a large part of the coun- 
try's bank reserves " were not so strong in cash reserves .... 
as the responsibilities of their position demanded," but were 
" far more amply provided with cash than has been customary 
in periods of active business either before or since." ♦ For 
some months prior to the outbreak of the panic the New York 
banks had carried out slowly and with comparatively little diffi- 
culty a policy of loan contraction.' 

The failure of the National Cordage Company on May 4th 
may be considered the event which marks the beginning of the 
panic. The situation, however, was not at its worst until nearly 
a month later. Call rates reached 74 per cent in the stock 
panic of the last week in June, and prime paper was quoted at 
from 8 to 15 per cent with business almost nominal. The 
number of commercial failures rose from 214 for the week end- 
ing June 1st to 527 for the week ending July 20th.* Meanwhile 
the outflow of gold continued, though at a slackening pace. 

'/*., p. 160. »/i5., pp. 160 and :6:. ^ lb., p. 161. *Ib., p. 153. 

^Ib., pp. 163 and 164. * Bradstreef s, vol. xxi, pp. 369 and 483. 
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Professor Sprague says, " Nineteen national banks were placed 
in the hands of receivers during May and June, and the number 
of state and private banks which fell was even greater".' 
Throughout entire sections of the country there was wide- 
spread distrust of the solvency of banks." The surplus re- 
serve of New York City banks had fallen during the three 
weeks ending June 17 from $24,600,000 to $8,700,000, largely 
as the result of demands of bankers for shipments to the 
west, and while no banks in the city were yet in difficulty, the 
machinery for the issue of clearing-house loan certificates was 
set up on June iSth, as "a precautionary measure which will 
tend to prevent contraction of loans if this drain goes on ".3 
Professor Sprague says ♦ that suspension was not at this time 
associated in the mind of any one with the issue of clearing- 
house loan certificates and that the common impression that sus- 
pension was immediately resorted to by Hhe banks is an un- 
founded one. This, he claims,' is a point " of the very utmost 
importance, because in 1907 .... the tradition seems to have 
become established among New York banks that the issue of 
clearing-house loan certificates and the suspension of cash pay- 
ments are virtually one and the same thing". If such a tradi- 
tion has become established it is undoubtedly a false one. Pro- 
fessor Sprague's argument, however, is not conclusive when he 
says,* " the issue of clearing-house loan certificates does not 
seem to have changed in the slightest degree the relations be- 
tween banks and their depositors," because " nowhere in con- 
temporary journals has there been found a single reference to 
refusal or delay on the part of banks in meeting the demands 
of depositors for cash." The argument is inconclusive for the 
simple reason that the relations between a banker and his custo- 
mers are such that there might be both refusals and delays 
without the matter getting into the public press.' 

After the issuance of clearing-house loan certificates the bank 

'Sprague, p. i68. '/li., p. 170. ' Chronicle, June 17, 1893, P- J0°- 

* Sprague, p. 171. ''Idem. •/*., p. 171. 

' Cf. A. D. Noyes, The Banks and the Panic of 1893. P"^- -^"- Quari., Mitch, 
1894, p. 26. 
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reserves continued to fall away, the surplus reserve of $8,700,- 
000 of June 17th became a deficit of about $5,000,000 July 
8th, a deficit which was reduced somewhat the following week.' 
About the middle of July, according to Professor Sprague, "the 
situation .... was such as to give rise to hopes that the 
worst of the crisis was over." Reported currency movements 
were in favor of New York, and the prospects appeared good for 
the repeal of the silver-purchase law. The returns of national 
banks to the comptroller on July I2th showed that with the ex- 
ception of New York banks, which had increased loans $1,300,- 
000 and had decreased reserves from 28.5 to 25.3 per cent, all 
classes of banks, i. e., country banks, reserve city banks, and 
central reserve city banks, had resorted to contraction, and had 
a higher percentage of reserves than at the beginning of the two 
months' financial strain. In other words, to quote Professor 
Sprague,' " the banks in all parts of the country were relying 
upon the New York banks to supply them with the bulk of the 
money withdrawn by depositors, and by loan contraction were 
positively strengthening themselves". Up to this time in the 
crisis " the New York banks had fully lived up to the most ex- 
acting requirements which the responsibilities of their position 
as central reserve agents placed upon them . . . ." 

During the third week in July another wave of distrust of the 
banks swept over the West and South. Between July 14th and 
August 1st, thirty-three national banks suspended, there were 
numerous other failures, and heavy withdrawals of funds from 
the New York banks were again resumed. The Erie railroad 
went into the hands of receivers, there was a severe panic on 
the stock exchange, and " suddenly and unexpectedly," to 
quote Professor Sprague,' " the banks throughout the country, 
beginning with those in New York, partially suspended cash 
payments ". A currency premium — more correctly a check 
discount — appeared August 3d and continued a month, 
amounting on several occasions to as much as 4 per cent. 

At the time that suspension occurred Professor Sprague * 

' Sprague, p. 172. '/#., pp. 174, 175. '/*., pp. 177 and 178. 

*/#., pp. 178 and 179. 
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finds that the situation was in many respects improving, foreign 
purchases of our securities were made in large quantities during 
the week ending July 29th, gold at the same time began to 
move toward this country, and " there was no reason to believe 
that the continued demand for shipments of currency to the 
interior would not be discontinued in the course of time in 
August." This last statement appears very doubtful when one 
remembers that the crop-moving demand for cash normally be- 
gins in earnest the latter part of August and continues strong 
throughout September and October. Furthermore, it seems 
probable that, although the speedy repeal of the silver purchase 
law was anticipated in England, the chief cause for the heavy 
purchases of our securities by Englishmen at this time was the 
slaughter prices resulting from the stock-exchange panic. 

Assuming that conditions were improving, Professor Sprague 
asks why suspension with all its attendant evils should have 
taken place. His answer' is that the real reason was the same 
as that pointed out by the clearing-house committee in 1873, 
i. e., the fact that the drain had fallen, not equally upon the 
banks, but far more seriously upon the few large ones which 
insisted on paying interest on bankers' deposits, and which held 
the bulk of those deposits, against which cash was being so 
heavily demanded. Professor Sprague believes' that consider- 
ing the many hopeful factors in the situation, the arrangement 
for equalizing reserves which was adopted in 1873 would in 
this instance have availed with " a practical certainty " to pre- 
vent suspension, and that the banks were negligent of their own 
best interests and of their obligations to the public in not 
equalizing their reserves. Whether the equalizing of reserves 
would have prevented suspension in 1893 ^"7 more than it did 
twenty years before appears to me to be much less probable 
than the " practical certainty " which Professor Sprague main- 
tains. That it would have helped the situation materially I 
think there can be little doubt, and I believe with him that 
there was a heavy moral obligation upon the New York banks, 
as the holders of a large part of the country's ultimate reserves, 

'Sprague, p. 181. «/*., p. 183. 
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to resort to this measure before yielding to suspension. As he 
points out, if suspension must ultimately be resorted to, it 
makes little difference (under suspension) whether cash re- 
serves are high or low. " Whatever excuses may be made for 
suspension," Professor Sprague says,' " it was wholly without 
good cause that the banks persisted in this policy while their 
reserves were increasing in the rapid fashion which marked 
the last two weeks of August." To this I believe the reply 
may properly be made that suspension was never complete, 
some cash being paid out during the entire period, that the 
amount of such payments increased the latter part of August, 
that it was not until August 28th that the House of Representa- 
tives voted to repeal the silver-purchase clause, that the crop- 
moving demand for cash was becoming strong, particularly in 
the south, and that such a drastic measure as suspension once 
having been taken, the banks were not subject to much censure 
for refraining from returning to complete cash payments until 
they felt that the situation was well in hand. There was an 
average deficit in the reserves of the New York banks for the 
week ending August 26th of $6,700,000, and for the Week 
ending September 2d of $1,600,000. The ratios of reserves to 
deposits for these two weeks respectively were 23.2 and 24.6. 

CRISIS OF 1907 

The last crisis to consider, and in many respects the most 
serious one the country has had, is that of 1907. The events 
of October and November of that year, the financial losses, the 
hardships and the anxieties, hold too vivid a place in our mem- 
ories to require description here, and we may pass at once to a 
consideration of the banking situation as it was immediately be- 
fore and during the crisis. 

For some years the United States as well as Europe had been 
passing through a period of almost unprecedented business ex- 
pansion and speculative buoyancy ; prices of commodities and 
stocks, dividends, interest rates, and wages were advancing, 
largely under the influence of phenomenally increasing gold 

• Sprague, p. 190. 
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production. In the United States the business community was 
optimistic almost without bounds. Bankers shared in this 
optimism, and banking credit was unduly extended. For 
national banks as well as for other kinds of commercial banks 
the percentage of capital to other liabilities had greatly de- 
creased during the preceding ten years,' likewise the percentage 
of cash holdings to deposits.^ Trust companies had shown a 
phenomenal growth in numbers and in the amount of strictly 
banking business which they were doing ; and being at the 
time altogether inadequately controlled either by the govern- 
ment or by the clearing houses, they represented a weak spot 
in the banking situation. 

Despite the frequent warnings of an impending crisis, and 
the stock market panic of March 1907, the national banks of 
the country at the time of the August 22d statement to the 
comptroller were in what was for that time only a normal condi- 
tion of strength, and this, says Professor Sprague,' " was not on 
account of any exercise of restraint in making loans, since the 
increase during the previous twelve months was greater than for 
any other year of the period under review ". While Professor 
Sprague's statement is true that the figures show no evidence of 
restraint on the part of banks in making loans, his assertion that 
the increase during the previous twelve months was greater than 
for any other year of the period under review is misleading. It 
is true only if one compares absolute amounts, but the country's 
banking business had grown greatly since 1897, loans of national 
banks had more than doubled, and comparisons of this sort 
should obviously be in terms of percentages. On such a basis 
the increase for 1907 over 1906 was but 9 per cent, while that 
for 1899 over 1898 was 15 per cent and that for 1901 over 
1900 was 12 per cent. 

Analyzing the conditions of the different groups of banks, 
our author concludes that " leaving the New York banks out 
of consideration, every group of banks except those of St. 
Louis was in a slightly stronger condition in 1907 than in 1906 ; 

'National Monetary Commission, Statistics for the United States, p. 30. 
^Id., pp. 31, 33, 34 and 36. 'Sptague, p. 219. 
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and all, judged by the average of the preceding half-dozen 
years, were in a normal condition of strength; but as their con- 
dition was somewhat less strong than at the time of the reports 
immediately preceding the financial crisis of former years, it 
should have been evident that in case of an emergency the 
pressure upon the banks of New York would be even greater 
than in the past." ' During the preceding ten years the loans of 
the New York banks had not increased so rapidly as those of 
national banks in general, and throughout the period New York 
banks " were evidently handling their loan account so as to 
keep just above the 25 per cent requirement against deposits".' 
" New York still maintained its commanding position as a 
debtor of national banks," 3 but the New York banks were 
under no greater relative obligation to other national banks than 
they had been during previous years.* The New York situation, 
however, had been much weakened as compared with that of 
1 897 by the tremendous growth of trust companies and state 
banks,' and by the very large extent to which these institutions, 
whose reserves were " notoriously inadequate," kept them on de- 
posit in national banks. This obviously meant a great increase 
in the burden and the responsibility placed upon New York's 
national banks ; for in an emergency such deposits of reserve 
money would certainly be quickly called for. The close affili- 
ation between many national banks and trust companies, and 
the ease with which loans, deposits, and reserves might be 
" shifted " from one to the other, greatly obscured the situation, 
and during the years before the crisis, " the surplus reserve be- 
came quite as much an object of mirth as of confidence ".* 

As in the crisis of 1873 and 1893 ^ few interest-paying New 
York banks held the great bulk of bankers' deposits — those 
both of national banks and of other banks — but these banks, 
now six in number, had grown greatly in their relative position. 
In 1873 the seven banks which held the lion's share of bankers' 
deposits " controlled only about 30 per cent of the resources of 
all the New York national banks. In 1907 the six banks con- 

'Sprague, p. 221. •/*., p. 222. '/*., p. 223. 

*Jb., p. 224. •/*., pp. 224-228. •/(}., p. 228. 
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trolled over 60 per cent of the total. . . . The ability of the 
other banks to assist the six banks in an emergency, as was done 
in 1873, was clearly very much lessened ; at the same time the 
power of the six banks, taken together, to cope with an emerg- 
ency was vastly increased ".' 

Another factor weakening the situation was the large and in- 
creasing amount of loans made by outside banks in New York 
City ; ' the loans made by interior banks in New York City were 
estimated to have amounted in 1906 to no less than $300,000,- 
000.3 " The outside banks," says Professor Sprague, " feel no 
responsibility for the course of the market. They will natur- 
ally withdraw from it when affairs at home require more of their 
funds or when they have come to distrust its future, It there- 
fore becomes necessary for the local banks in the money center 
to be able at all times to shoulder at least a part of the loans 
which may be liquidated by outside banks, and also to supply 
the cash which they thus secure the power to draw away."^ 

The large goverrment surpluses of the period and the " grand- 
fatherly attitude towards the banks " adopted by the govern- 
ment, especially by Secretary Shaw, he thinks,' " tended posi- 
tively to encourage unsound banking." He is disposed, how- 
ever, to minimize the influence of this factor and, I think, under- 
estimate its importance. This grandfatherly assistance, I be- 
lieve, had materially weakened the sense of public responsi- 
bility on the part of the banking community — weakened it out 
of proportion to the actual amounts of money involved. 

Taking these and other influences together, Professor Sprague 
concludes* that the New York money market was far more sub- 
ject to severe strain in 1907 than at any other time covered by 
his investigation. 

Passing over the work of the committee of trust-company 
presidents in relieving the strained situation at the approach of 
the October panic, and the useful services performed by Mr. J. 
Pierpont Morgan in forming the money pools of October 24th 

' Sprague, pp. 233, 234. '//>., pp. 228, 229. 

'Noyes, Forty Years of American Finance , p. 356. 

'Sprague, p. 229. '/ii,, pp. 230, 231. '/i5., p. 230. 
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and 25th, we may next note one of the most striking features 
of the panic, i. e., the lack of confidence in banking institutions. 
The runs upon the trust companies naturally resulted in heavy 
demands upon clearing-house banks for the trust-company re- 
serves which these banks held on deposit ; and 

everywhere the banks suddenly found themselves confronted with de- 
mands for money by frightened depositors; everywhere, also, banks 
manifested a lack of confidence in each other. Country banks drew 
money from city banks and all the banks throughout the country de- 
manded the return of funds deposited or on loan in New York.' 

It was not until Saturday, October 26th, that clearing-house 
loan certificates were authorized, and Professor Sprague con- 
tends that the failure to issue them at least as early as the pre- 
ceding Tuesday was the most serious error during the crisis. 

Immediately upon the issue of clearing-house loan certificates 
cash payments by the banks were restricted. A currency 
premium appeared October 31st and continued, to the great 
disturbance of trade, both domestic and foreign, for nearly two 
months. Professor Sprague discusses at length the situation of 
the New York banks just before suspension, and concludes that 
the situation at the time and the prospects afforded no justifica- 
tion whatever for such a " discreditable step." * His argument 
here loses force somewhat by reason of the fact that the figures 
of the weekly bank statement upon which he is compelled to 
depend are average figures for the week, and do not show the 
situation from day to day or upon any particular days. Ob- 
viously the average figures for the statement of October 26th, 
for example, might be very favorable, although the situation on, 
say October 2Sth, had been most unfavorable. Here Professor 
Sprague is compelled to resort to estimates and guesses of more 
or less doubtful validity, although it should be said that for the 
most part his estimates appear to be reasonable and conserva- 
tive. His analysis 3 of the figures for the bank statements of 
October 19th and 26th brings out some striking differences 
among the six most important banks. Immediately after the 

• Sprague, p. 259. ^Ib., p. 261. 'A, p. 267. 
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authorization of clearing-house loan certificates the banks 
adopted the wise policy of extending their loan accounts. 
They did not, however, adequately meet the demands for cash 
payments, and resorted to suspension. Professor Sprague be- 
lieves,' altogether too readily. " It cannot be questioned for a 
moment," he says, " that suspension would not have occurred " 
had the banks resorted in 1907 to the arrangement of equaliz- 
ing reserves as they had in 1873. Suspension, moreover, hav- 
ing once been adopted, was continued altogether too long, he 
says, claiming = that " for this prolongation of suspension there 
was not even a shadow or semblance of excuse." 

With the subsequent course of the crisis we need not be con- 
cerned here, any more than to observe that foreign exchanges 
were seriously disturbed, domestic exchanges were dislocated, 
suspension extended throughout the country, and substitutes 
for cash to the estimated amount of over $500,000,000 were 
issued " without the sanction of law." ^ This is not a very 
creditable chapter in financial history for a progressive country 
like the United States. 

Professor Sprague, it will be seen, though finding numerous 
defects in our banking system, is disposed to place a large share 
of the blame for our troubles in recent crises upon the banking 
community, and particularly upon those New York City banks 
which have held the lion's share of the country's deposited 
banking reserves. His arguments are strong, though not so 
final in many cases as the strong language of his conclusions 
would seem to imply. The book will exercise much influence 
upon intelligent public opinion, and it is the duty of the bankers 
in this city, with their wealth of inside information, to disprove 
his conclusions if they are false. 

How far the blame for our too frequent and disgraceful 
financial breakdowns belongs to individuals and how far to our 
unscientific and cumbersome banking system, is a most difficult 
question to answer, and I shall not here attempt any apportion- 
ment of responsibility. One thing is certain, however. The 

'Sprague, p. 273. * lb., p. 278. 

'A. Piatt Andrew, Substitutes for Cash in the Panic of 1907, Quarterly yournal 
cf Economics, August, 1908, pp. 515 and 516. 
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banking business, like the railroad business, is " affected " with 
a very large public interest, and the bankers of this city — the 
dominant money market of the country — have a great public 
responsibility. They are to a very high degree public trustees. 
I am glad to say that there are signs of a growing sense of this 
trusteeship. 

SUGGESTIONS FOR REFORM 

A study of the crises of 1873, 1893 and 1907, and of the 
numerous minor critical periods in the financial history of the 
last generation is not calculated to impress one with the smooth 
working of our banking machinery. No other advanced coun- 
try in the civilized world has experienced such a disastrous 
series of financial collapses, suspensions, disrupted exchanges, 
and currency makeshifts during the past forty years, as the 
United States. I would be the last to maintain that these un- 
fortunate experiences have been principally due to our defective 
banking machinery. We have been running too fast to avoid 
stumbles. I do believe, however, that the serious defects of 
our banking system have been very great stumbling blocks. 

Your committee have asked me to make positive suggestions 
looking toward the more perfect functioning of our banking 
system in times of crisis. I am not one of those who have a 
panacea for currency and banking ills, and the few rather com- 
monplace suggestions I have to make at this time are tentative, 
and, like railroad time tables, " subject to change without 
notice." 

As regards its functioning in times of threatened and actual 
crisis, the most serious defects of our banking system are, 
broadly speaking, two in number. The first is lack of coordi- 
nation and centralization. The different parts work at cross 
purposes and without leadership at just the time when cooper- 
ation under leadership is most needed. There is nothing so 
unreasoned as a panic. It is an illustration of the mob mind, 
and like a mob can be handled effectively only by a leader act- 
ing with promptness and decision. The second defect is lack 
of elasticity not only in bank-note circulation, but in bank credit 
in the broader sense of the term. As has been frequently 
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pointed out, American paper is essentially local paper. The 
national banking act as interpreted by the courts prevents the 
acceptance by banks of time bills drawn on them.' The redis- 
count business among our banks is almost negligible, amounting to 
a very small fraction of one per cent of the loans and discounts,* 
and unlike European countries " we have no modern and read- 
ily salable paper which in critical times we can offer to foreign 
markets."' When we add to these facts the extremely in- 
elastic character of our bank notes, the rigid nature of our 
legal reserve requirements, and the fact that being to a very 
considerable extent an agricultural country, our seasonal varia- 
tions in the demand for money and capital are very pro- 
nounced,^ we see that we are a country in which elasticity of 
currency and credit is both particularly important and peculiarly 
lacking. The relations between our treasury department and 
the national banks, moreover, encourage on the part of banks 
the practise of depending upon the government for aid in times 
of emergency, and tend to prevent the banks from making in- 
dependently, in advance, proper provision for the regularly re- 
curring heavy seasonal demands, to say nothing of crises. It is 
well to note in this connection that crises are most liable to 
occur in those seasons which are normally characterized by a 
stringent money market.' 

' Cf. list of cases ciled in Comptroller's Report, 1904, vol. iii, pp. J, 6 and 7; also 
Morse, Banks and Banking, 4th ed., vol. i, pp. 348 and 349; L. M. Jacobs, Bank 
Acceptances (National Monetary Commission); and Paul M. Warburg, The Discount 
System 0/ Europe (National Monetary Commission Publications). 

' It is well known that rediscounting is sometimes done in a covert way and under 
guise of other, transactions. Comptroller Murray said in an address at the meeting 
of the National Association of Supervisors of State Banks, September 12, 1910, 
" Rediscounts are often made through the alleged ' sale ' of the bank's paper, which 
is endorsed ' without recourse.' There is almost always, however, a separate agree- 
ment that if the paper is not collected at maturity, it is to be charged back to the 
selling bank, so that it really constitutes a concealed liability."— Circular Letter of 
National City Bank, October, 1910. 

* Paul M. Warburg, Central Bank of the United Slates, American Economic As- 
sociation Quarterly, April, 1909, p. 342. 

• Cf. Kemmerer, Seasonal l^ariations in the Demand for Money and Capital 
(National Monetary Commission Publications). 

^ lb., p. 222-223. 
1 6 * 
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For these reasons I believe in a central bank. The size and 
complexity of our banking machinery, instead of being an ob- 
jection to such an institution, as Professor Sprague finds it, is to 
my mind one of the strongest arguments in its favor. The 
country is adequately supplied with commercial banking facili- 
ties, and there is no need of a central bank to deal directly with 
the public. There is, however, a need for a bankers' bank 
which will deal exclusively with banks and serve as the cap- 
stone of our banking system. This would be, not a revolution 
in our banking methods, but one frrther step in their evolution. 
I see no other way of obtaining prompt and effective action for 
the prevention and control of crises and at the same time of ob- 
taining a credit elasticity which is both adequate and safe.' If 
the government does not provide such an institution, there is 
reason to believe that the further development of community of 
interest among a few large financial concerns of the country, 
particularly of New York city, will bring about a centralized 
control without adequate government control or adequate 
publicity. In other words, it is not so much a question as to 
whether we shall have centralized control or not, as it is whether 
that control shall be exercised in the open, along lines laid 
down by the government, or sub rosa along lines of natural 
development under the motive power of a narrower self-interest. 

This is not the place to give a detailed plan for a central 
bank, and the planning of such an institution, I realize, is 
largely a matter of detail. A few general postulates, however, 
may be expressed categorically. 

(i) The capital should be substantial, certainly not less 
than $150,000,000, and should be held only by banks; the 
voting power should be widely diffused, and rigid provisions 
should be made to prevent its being directly or indirectly con- 

' It is interesting to note that Professor Sprague, who has proved such an able 
critic of the central bank idea, has very great confidence in the efficacy of equalizing 
reserves in times of crises, and says that during the continuance of this equalized- 
reserve arrangement in 1873 " the banks were converted, to all intents and purposes, 
into a central bank, which, although without power to issue notes, was in other re- 
spects more powerful than a European central bank . . ." — History of Crises, 
p. 90. 
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centrated in a few banks. Possibly an arrangement something 
like this would have some efficacy. Every bank with an un- 
impaired capital and surplus amounting to less than $ioo,000, 
and owning at least X shares of stock, should have one vote ; 
every bank having an unimpaired capital and surplus of from 
$100,000 to $1,000,000 and owning at least 2X shares of stock 
should have two votes, every bank having an unimpaired capital 
and surplus of from $1,000,000 to $5,000,000, and owning at 
least jX shares of stock should have three votes, and every bank 
having an unimpaired capital and surplus of $5,000,000 or above 
and possessing at least .^X shares of stock should have four votes. 
(2) While there is no need of the government's owning any stock, 
there should be a very substantial representation of the govern- 
ment on the board of directors, including ex officio the secretary 
of the treasury and the comptroller of the currency. The power 
of the government's directors should be real, not merely nomi- 
nal, as was so frequently the case in the Second United States 
Bank under the presidency of Nicholas Biddle.' Moreover, 
when acting with substantial unanimity they should possess an 
effective veto power on important measures. (3) There 
should be a high degree of publicity in the bank's affairs, and 
frequent examinations and public reports. (4) The banks 
should benefit from the central bank, primarily in the control 
it exercises in stabilizing the money market, providing a sure 
place for the rediscounting of high-grade commercial paper, 
influencing the movement of gold, and taking the initiative and 
inspiring confidence in time of threatened or actual crisis. It 
should be primarily a centralizing and regulating institution, not 
a money-making one. The government should participate in 
its profits in a progressive way similar to the German govern- 

' The government directors in a letter to President Jackson, dated October 8, 1833, 
said, "After this detail of incidents, and recollecting all that has occurred hereto- 
fore, you will probably agree with us, that the directors on the part of the govern- 
ment, at the board of the Bank of the United States, are utterly unable to perform 
the services which are due to their constituents." They also sent a memorial to 
Congress setting forth how they were rendered powerless as government directors, 
and how the most ordinary rights of inquiry were denied them. — House Executive 
Documents, 23d Congress, 1st session. I, Document no. 12. Quotation is from 
p. 40. 
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ment's participation in the profits of the Reichsbank. (5) It 
should become the depository of public funds, displacing our 
present antiquated and hybrid " independent-treasury-national- 
bank-system." (6) It should have the power of issuing an 
asset currency to the amount of its capital stock against high- 
grade commercial paper without special taxation, and to an 
indefinite amount in addition, though subject to a substantially 
progressive tax. A cash reserve of at least 33 J per cent should 
be required against both net deposits and note issue, but the 
reserve should be usable in times of need, provided the bank 
paid the price, which should be a progressive penalizing tax 
based upon the degree to which the reserve was reduced below 
the legal minimum. In other words there should be substantial 
financial penalties to the undue expansion of the loan account, 
but no absolutely fixed limits. (7) In the course of time the 
present bank-note circulation should be somewhat reduced in 
relative amount, limited to a fixed percentage of capital, and 
placed upon an asset basis, with a required legal reserve and 
with double liability of stockholders, prior lien on assets, and a 
guaranty fund. Adequate provision should be made for the 
protection of holders of bonds when the privilege of issuing 
notes against them is taken away. 

Aside from the proposition for such a central bank, which I 
realize contains few elements that are new, I wish merely to 
mention three supplementary points. 

For years there has been much opposition to the practise of 
paying interest on bankers' deposits, although the opposition 
was much stronger a generation ago than it is today. The 
arguments against this practice advanced by the clearing-house 
committee, of which George S. Coe was chairman,' on Novem- 
ber II, 1873, to my mind, have never been answered. I be- 
lieve that the evils of the practise outweigh the benefits, and 
wish the clearing-house association could of its own accord pre- 
vent its continuance. If this is impracticable, I believe that the 
government should recognize plainly the volatile character of 
bankers' deposits of reserve money, and should raise the legal 
reserve requirement for such deposits to at least 40 per cent. 

'Quoted by Sprague, History of Crises, pp. 91-103. 



AMERICAN BANKS IN TIMES OF CRISIS 



253 



The unfortunate influences on the banks, and on the money 
market generally, resulting from our system of caring for public 
funds, might possibly be mitigated for the time being if the 
government would decide what is a desirable working balance 
to be kept in the independent treasury, and should then keep 
the remainder on deposit in banks, making it clearly understood 
that the banks could not count upon any increase of federal 
deposits either in the fall, or in times of threatened panic. 

Finally, let me say that I heartily sympathize with Professor 
Sprague's ' proposal that national banks be authorized to estab- 
lish true savings departments " with segregated deposits payable 
at notice, which might be invested in mortgages." In the 
carrying out of such a plan, it is perhaps needless to say, great 
care should be taken to prevent the juggling of accounts. 

' Quarterly Jeurnal of Economict, xxiv, pp. 203 ff., and 654 and 655. 



